What makes investing in emerging markets unique? Shouldn't one expect the principles that hold for investing in the United States to also hold for Uruguay? Shouldn't diversification always reduce portfolio risk? Shouldn't the arbitrage mechanism always reduce mispricing? Shouldn't riskier securities always demand higher expected returns?
The Market Synchronicity Puzzle
Traditional portfolio theory suggests that the risk of a security can be divided into two components: market risk and company risk. Market risk measures the tendency for stocks to move together, whereas company risk measures the unique variation. One measure of the importance of market risk is the percentage of stocks in the market that move together over a particular period. A market in which all stocks move in the same direction is said to maintain high "market synchronicity" (sometime called "market synchrony"). A market where only half of the stocks move in the same direction would be said to maintain low market synchronicity. If we look at stock returns in the United States over a typical week, we observe that about 58 percent of the stocks move in the same direction for the week. For stock returns in emerging markets, this measure of co-movement is much higher. For example, in Malaysia, the percentage of stocks that move in the same direction over an average week is 75 percent. In China and Poland, 80 percent and 83 percent, respectively, of stocks co-move in the average week. Table 1 provides estimates of co-movement for a sample of countries.
The finding that stock returns in developed market economies tend to move in a relatively nonsynchronous pattern and that stock returns in emerging markets tend to move in a relatively synchronous pattern was first documented and analyzed by Morck, Yeung, and Yu in the late 1990s. 1 Morck, Yeung, and Yu (2000) provided convincing evidence that the return correlations patterns are not generated by correlation in economic fundamentals. If fundamentals do not drive stock returns, classic finance theory has a difficult time explaining the puzzling variation in synchronicity across markets. The market synchronicity puzzle serves as an illustration in this review of the particular market features that make emerging market finance unique. Table 2 ). "Insider Trading Law" is the year that insider trading law was enacted at the exchange ("Exist") and the year of the first prosecution as of 1997 ("Enforce") (Bhattacharya and Daouk 2002, Table 1 ). "Zero Returns" is the median number of zero returns over one quarter for equities in the market scaled by the total number of available trading days (Lesmond 2005, Table 1 ). "LOT" is the median Lesmond-Ogden-Trzcinka estimate of how far the local market index must move to motivate company-specific stock trading; it is used here as a measure of illiquidity (round-trip transaction costs) for equities in the market (Lesmond 2005, Table 1 ). "Turnover" is the mean ratio of monthly value traded divided by the company market capitalization (Bekaert, Harvey, Lundblad 2005, Table 1 ). "Short Selling?" identifies whether short selling is practiced as documented by Bris, Goetzman, and Zhu (2004) . "Block Premium" is the average difference between prices paid for a control block of shares and the price on the exchange two days after control transaction announcements (Dyck and Zingales 2004, Table 2 ). "Anti-Self-Dealing Index" is a measure of legal protection of minority shareholders against expropriation by corporate insiders (Djankov, La Porta, Lopez-de-Silanes, and Shleifer 2005, Table 3 ). NA = not available.
Feature 1: Information Inequities
One unique feature of emerging markets is the presence of significant information inequities among investors. The traditional efficient markets view is that news is distributed widely and instantaneously so prices can and do reflect all public information. But many of the institutional mechanisms for information dissemination in developed markets are commonly missing in emerging markets. In some instances, public company-level information may be almost completely missing. In such circumstances, market synchronicity can occur because outside investors receive only marketwide news and thus only marketwide news changes prices (Durnev, Morck, Yeung, and Zarowin 2003; Jin and Myers 2006) . The tendency for emerging markets to exhibit patterns of synchronicity emphasizes a tendency toward substantially greater asymmetry in company information, so insiders know considerably more about the company than do outside investors. This information asymmetry creates an uneven playing field that fundamentally affects investing decisions. Current research explores various aspects of this difference: insider trading regulation, information advantage, and financial disclosure.
Insider Trading Regulation. In developed markets, company news (e.g., earnings announcements) is generally associated with important and immediate price changes. The information environment in emerging markets may deviate from the standard assumption of the semistrong form of efficiency. A study by Bhattacharya, Daouk, Jorgenson, and Kehr (2000) on Mexican stock returns confirmed that for some classes of stock, companyspecific announcements are generally associated with no change in stock prices. More specifically, prices for shares restricted to Mexican investors tend to not react to Mexican corporate news announcements, but shares restricted to foreigners do react to the same news. The difference in return behavior can be explained by earlier rampant insider trading (trading by those who have nonpublic information) of the domestic shares. Although it is illegal to trade on nonpublic information in Mexico, prosecution is rare. Research by Bhattacharya and Daouk (2002) confirmed that insider trading is common among emerging markets and, more importantly, that it is priced; investors require higher return premiums where insider trading is not prosecuted. 2 Table 1 summarizes the state of insider trading laws and prosecution in emerging markets. As might be expected, the presence of insider trading has a profound effect on the incentives for equity research and other forms of information dissemination. Empirically, research by Bushman, Piotroski, and Smith (2005) found that insider trading in emerging markets tends to drive out analyst coverage. Yet, once insider trading begins to be prosecuted, analyst coverage in the market tends to increase. The findings support the notion that unprosecuted insider trading makes the information inequities even worse.
Domestic vs. Foreign Information Advantage.
A related debate concerns the equality of information in emerging markets between foreign investors and local investors. Past research has shown that geography affects investor performance. For example, as shown by Coval and Moskowitz (2001) , in the United States, investors located closer to company headquarters tend to achieve better returns than investors located farther away from the company. Current thinking maintains that geographic location is particularly important in emerging markets but direction of the inequity is unclear. One line of research (see Brennan and Cao 1997) argues that local investors in emerging markets naturally have an information advantage over foreigners. A new line of research suggests that foreign investors actually tend to perform better than locals in their selection and timing in emerging market investing. For example, Froot, O'Connell, and Seasholes (2001) and Seasholes (2004) provided evidence of a foreign investor advantage in broad market timing and stock selection for Taiwanese investments. Yet, Barber, Lee, Liu, and Odean (2005) found that the advantage of foreigners disappeared once they controlled for systematic performance differences between retail investors and institutional investors.
Financial Disclosure. One reason for information inequities among investors in emerging markets is arguably a lack of transparency of earnings disclosure resulting from at least one of three things: poor accounting standards, perverse managerial motivations, and/or lack of enforcement (e.g., credible auditing). A study by Bhattacharya, Daouk, and Welker (2003) examined earnings aggressiveness, loss avoidance, and earnings smoothing in emerging markets and found that earnings transparency is priced: Companies that provide better earnings transparency are associated with lower required return premiums in emerging market stocks (and lower required return premiums are associated with higher valuation). Bae, Stulz, and Tan (2005) examined analyst earnings forecasts and found that when company information is less transparent, local analysts provide more informative estimates than foreign analysts.
Feature 2: Market Illiquidity
Another explanation for the synchronicity effect in emerging markets is the presence of abnormal illiquidity and other forms of transaction costs. Empirical data confirm that emerging market securities are commonly more illiquid. Lesmond (2005) conducted a comprehensive overview of equity market liquidity among these markets. He found that market liquidity varies considerably across emerging markets. Some markets, such as Taiwan, exhibit liquidity levels typical of developed markets, but most emerging markets exhibit substantially lower liquidity levels. Table 1 provides three country liquidity estimates: the frequency of zero returns, the LOT (for Lesmond-Ogden-Trzcinka) transaction cost estimate, and the rate of security turnover. Some evidence indicates that transaction costs vary by whether the investor is domestic or foreign. In a prominent study by Choe, Kho, and Stulz (2005), foreign money managers in South Korea were found to systematically pay a 21 basis point higher cost to purchase equity and a 16 basis point higher cost for equity sales. Such transaction cost inequities are not commonly found for investors in developed markets.
Short-sale restrictions, common in emerging markets, also decrease the ease of trading. Although short-sale restrictions are frequently implemented as measures to protect investors from market manipulation, one study by Bris, Goetzmann, and Zhu (2004) found that such restrictions tend to do the opposite and make prices less efficient. The conclusion is that regulatory agencies in emerging markets drive out the disciplining effects of arbitrage capital by restricting short sales. A summary of where short selling is practiced in emerging markets is provided in Table 1 .
An important question in finance is whether liquidity affects return premiums. Bekaert, Harvey, and Lundblad (2005) tested for a liquidity premium in emerging market returns and found that investors require higher returns in markets that experience greater marketwide illiquidity. Their study confirmed that the emerging market illiquidity premium tends to decline once the market is opened up to outside investors.
Feature 3: Poor Investor Protection
Another feature common to emerging markets is a relative lack of protection from investor expropriation. Shleifer and Vishny in a 1997 study proposed that the central company governance problem is the toleration of investor expropriation. This finding holds particularly true in emerging markets; Desai and Moel (2005) provided an interesting example of such expropriation and its aftermath in a Czech company. Another explanation for market synchronicity effects explored by Morck, Yeung, and Yu (2000) is that weak investor protection laws do not promote informed investing so company-specific information never gets priced by the market. Table 1 includes two indices of investor expropriation. The first index, block premium, promoted by Dyck and Zingales (2004), is based on the average premium that investors are willing to pay to gain control of a company. If corporate control is associated with greater private benefits, such as expropriation, this measure provides a market-based measure of expropriation. The second index, the anti-self-dealing index, by Djankov, La Porta, Lopez-de-Silanes, and Shleifer (2005) , is meant to improve on the well-known La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1997) anti-director-rights index by measuring the effective legal enforcement mechanisms available to minority shareholders.
The lack of investor protection is associated with a number of effects: lower company valuation (La Porta, Lopez-de-Silanes, Shleifer, and Vishny 2002), lower foreign investor participation (Leuz, Lins, and Warnock 2005) , and lower analyst coverage (Lang, Lins, and Miller 2004) . A variety of solutions have been proposed for poor investor protection environments. One solution is to improve the system in the home market. Dyck and Zingales (2004) indicated that tax policy changes or the encouragement of media pressure are the most successful influences for increasing investor protections in emerging markets. An alternative solution is for emerging market companies to opt into a better foreign governance structure by bonding themselves to the foreign legal system. Evidence suggests that corporate valuations rise for companies that adopt a foreign governance structure by borrowing foreign debt ( 
Feature 4: Increased Integration
A final feature of emerging capital markets is a recent, important decline in their distinctiveness. Across the globe, capital markets are becoming more integrated, and this increasing integration is particularly important for emerging markets. 4 Market liberalization and integration have had a marked effect on market synchronicity, and most emerging markets have experienced a decline in synchronicity measures since the early 1990s. 5 A number of studies have examined how liberalization has affected valuation and the ownership structure of emerging market companies. One study by Bekaert, Harvey, and Lumsdaine (2002) 
Summary
Capital markets in emerging economies share a number of unique institutional features that alter the traditional investment paradigms. This article introduced four features that have attracted attention in the academic community: information inequities, security illiquidity, poor investor protection, and increased integration. These features serve as warning flags indicating that investors in emerging markets face abnormal costs in information disadvantage, illiquidity, and investor expropriation risk. Yet, despite the current additional challenges for investment, there is agreement that many of the features that make emerging market investing so unique are diminishing as the global capital market expands. The authors describe a measure of liquidity for emerging markets (a function of the frequency of zeroreturn days across all companies), assess whether such liquidity is a persistent factor in asset prices, and posit a liquidity-and market-risk-based asset-pricing model. Cross-listing improves equity liquidity and brings foreign investors to a company, but the cost of improved investor protections and the small increase in valuation is causing foreign companies to be less likely to cross-list. The authors re-examine the conjecture that short selling is bad for emerging markets and find that short selling leads to improvements in pricing efficiency and a reduction in crash risk. Emerging market debt is a more stable asset class now than it was 10 years ago. Improvements in macroeconomic fundamentals and political stability make this a safer market for diversification and yield and less prone to event risk. As spreads on sovereign debt denominated in U.S. dollars have narrowed, investors have sought higher yields offered by local-currency-denominated debt, thereby displaying an appetite for currency risk. Sovereign issuers are showing a preference for raising funds in their own markets, and the commensurate demand from foreign investors has led to the development of new performance indices for local currency bonds. This examination of developed and emerging markets suggests that toward the end of the 20th century, sector effects caught up with country effects in the developed markets of the world, as a result of rising sector effects rather than declining country effects. For emerging markets, however, country effects have remained the dominant influence relative to sector effects, although the importance of country effects has been on a steady decline. These results confirm that international equity managers should emphasize sector-based approaches when investing in the developed countries but should continue country-based allocation strategies in emerging markets. Uncovered interest parity (UIP) states that the expected exchange rates between two currencies should be determined by their risk-free interest rate differentials. This makes perfect sense in theory but has not been successful in explaining ex post changes in exchange rates. The author reviews recent studies of UIP, especially as they relate to non-G-7 currencies. He also argues that the more recent evidence against UIP is less strong than generally believed. Nevertheless, the author does not find support over short horizons for the "unbiasedness hypothesis"-the theory that the forward rate is an unbiased predictor of the future spot rate.
Choe, Hyuk, Bong-Chan Kho, and Rene Stulz. This study uses the relationship between stock price movements and future earnings to examine whether higher company-specific return variation signals more information-laden stock prices. The authors use a normative approach to determine whether country or industry has a greater effect on portfolio performance for emerging market equities. They test their dataset based on dispersion of returns, dispersion of utility, and option pricing. In each case, for the complete dataset, country selection has a greater effect than does industry on portfolio performance. However, when the data are examined across the three broad emerging market regions, the results are mixed. Country effect is greater in Asia, but industry effect is greater in Latin America, Europe, the Middle East, and Africa. By characterizing the behavior of real interest differentials in developed and emerging economies, the authors increase the evidence supporting the real interest rate parity hypothesis for developed countries. Among emerging markets, adjustments to equilibrium rates are rapid but appear asymmetric and are driven by changing risk perceptions or threshold rate levels. The emerging economies also present a long-term differential mean larger than the near-zero mean of the developed countries. These findings comport with conjectures of highly integrated capital markets and establish the relative significance of emerging markets' higher risk premiums. This study shows that foreigners invest significantly less in poorly governed companies and in companies with ownership structures that are more conducive to governance problems. This finding is particularly pronounced in countries with weak external governance and poor information flows.
However, economic prosperity does not equate to outstanding investment returns because of fierce competition, poor management, and dilution of shareholders. This article addresses the last concern by looking at growth of the economy and stock market capitalization compared with stock market returns for developed and emerging countries. 
